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Methods and Standards for Establishing Payment Rates for Inpatient Hospital Care 

1. Introduction 

Medicaid reimbursement for inpatient hospital care is based on payment according to 
diagnosis-related groups (DRG). These rates are rebased and the DRG weights are 
recalibrated once every three years. Hospitals receiving reimbursement as critical access 
hospitals are not subject to rebasing. 

This state plan reflects the rebasing and recalibration implemented October 1,2002. The 
current DRG payment is established through a base-year rate (2001) to which an annual 
legislative index may be applied onJuly 1 of each year. 

The reimbursement amount is a blend of hospital-specific and statewide average costs 
reported by each hospital, for the routine and ancillary base and capital cost components, 
per Medicaid discharge. 

Direct medical education, indirect medical education, and disproportionate share payments 
are made directly from the Graduate Medical Education and Disproportionate Share Fund. 
They are not added to the reimbursement for claims. 

2. Definitions 

Certain mathematical or technical terms may have a specific meaning used in this context. 
The following definitions are provided to ensure understanding among all parties. 

“Adolescent” means a Medicaid patient 17 years of age or younger. 

“Adult” means a Medicaid patient 18 years of age or older. 

“Average dailyrate” means the hospital’s final payment rate multiplied by the DRG 
weight and divided by the statewide average length of stay for a DRG. 

“Base-year costreport” means the hospital’s cost report with a fiscal year ending on or 
after January 1, 2001, and before January 1,2002. Cost reports shall be reviewed using 
Medicare cost reporting and cost reimbursement principles for those cost-reporting periods. 

For cost reporting periods beginning on or after July 1, 1993, reportable Medicaid 
administrative and general expenses are allowable only to the extent that they are defined as 
allowable using Medicare ReimbursementPrinciples or HealthInsurance Reimbursement 
Manual 15 (HIM-15). 
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Methods and Standardsfor Establishing PaymentRates for Inpatient Hospital Care 

Appropriate, reportable costs are those that meet the Medicare (or HIM-15) principles, are 
reasonable, and are directly related to patient care. Costs are considered to be reasonable 
when they do not exceed what a prudent andcost-conscious buyer would payfor a given 
item or service. 

Inclusion in the cost report of costs that are not directlyrelated to patient care or are not in 
accord with Medicare principles of reimbursement is not appropriate. Examples of 
administrative and generalcosts that must be relatedto patient care to be a reportable cost 
are: 

Advertising 

Promotional items 

Feasibility studies 

Dues, subscriptions or membership costs 

Contributions made to other organizations 

Home office costs 

Public relations items 

Any patient convenience items 

Management fees for administrative services 

Luxury employee benefits(i.e., country club dues) 

Motor vehicles for patient care 

Reorganization costs 


“Blended base amount” means thecase-mix-adjusted, hospital-specific operating costs per 
discharge associated withtreating Medicaid patients, plus the statewide average, case-mix­
adjusted operating cost per Medicaid discharge, divided by two. This base amountis the 
value to which add-on paymentsfor inflation and capital costs are added to forma final 
payment rate. The costs of hospitals receiving reimbursement as critical access hospitals 
are not used todetermine the statewide average, case-mix-adjusted operating cost per 
Medicaid discharge. 

“Blended capital costs” means hospital-specific capital costs, plus statewide average 
capital costs, divided by two. 

“Capital costs” means an add-on to the blended baseamount which shall compensate for 
Medicaid’s portion of capital costs. Capital costs for building, fixtures, and movable 
equipment are defined in the hospital’s base-year cost report, are case-mix adjusted, are 
adjusted to reflect 80% of allowable costs, and areadjusted to be no greater than one 
standard deviation off the meanMedicaid blended capital rate. 

State Plan TN No. MS-02-20 Approved DEC 1 3 2902 n -
Supersedes TN No. MS-01-32 Effective 
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Methods and Standards for Establishing Payment Rates for Inpatient Hospital Care 

3. DefinitionofAllowableCosts 

Allowable costs are those defined as allowable in 42 CFR, Part 413,except as specifically 
excluded or restricted in the state plan. 

Costs are allowable only to the extent that theyrelate to patient care; are reasonable, 
ordinary and necessary; andare not inexcess of what a prudent andcost-consciousbuyer 
would pay forthe given service or item. Only those costs are considered in calculating the 
Medicaid inpatient reimbursable costper discharge for the purpose of this plan. 

4. ExplanationoftheCostandRateCalculations 

The base-year allowable costs used fordeterminingthe hospital-specific cost perdischarge 
and the statewide average cost per discharge can be determined byusing the individual 
hospital’s 2001 Medicare Cost Report (HCFA-2552),Worksheets D-1 and D-4, as 
submitted tothe state. 

The total number of Medicaid discharges canbe determined fromdocuments labeled PPS-1 
and PPS-2, WorksheetS-3 in the report or the a claims documentation system. 

a. Calculation of Hospital-Specific and Statewide Net Medicaid Discharges 

The total numberof Medicaid dischargesis determined fromthe number reported in 
the cost reportor the MMIS claims documentation system.Subtracted from this total 
number of discharges for each hospitalare discharges that have been paidas transfers 
or short-stay outliers. 

This number is known asthe net hospital-specificnumber of discharges. To arrive at 
the statewide net numberof discharges, all nethospital-specific numbers of 
discharges are summed. 

b. Calculation of the Hospital-Specific Case-Mix-Adjusted Average Cost Per 
Discharge 

As determined fromthe 200 1 base-year cost report, the hospital-specificcase-mix 
adjusted averagecost per dischargeis calculated by starting from: 

TN No. MS-02-20 Approved n 

Supersedes TN No. MS-01-32 Effective 
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The lower of total Medicaid costs or covered reasonable charges for each Iowa 
hospital (LOCOC) less 20% ofcapital expenses 
- The remaining 80% of actualcosts reported for capital expenditures 
- The actual costs reported for direct medicaleducation 
- Calculated payments madefor non-full DRG transfers 
- Calculated payments made for outliers 
- Payment made for physical rehabilitation (if included) 
= Net allowable base costs or charges 

The net allowable base costs or charges amountis then inflated, case-mix-adjusted 
and divided by the net number of hospital-specific Medicaid discharges to obtain the 
hospital-specific case-mix-adjustedcost per discharge, as shown: 

Net allowable base costsor charges 
X Hospital inflation update factor-

= Inflated net allowable base cost 
+ Hospital-specific case-mix index 

= Inflated, case-mix-adjusted net allowablebase costs orcharges 


+ Net hospital-specific Medicaid discharges (less non-full DRG transfers and 

short stay outliers) 

= Hospital-specific case-mix-adjusted cost per discharge. 

C. Calculation of the Statewide Average Case-Mix-Adjusted Cost per Discharge 

The statewide average case-mix-adjustedcost perdischarge is calculated from: 

The LOCOC figures for each Iowa hospital, except those receiving reimbursement as 
critical access hospitals, less 20% of actualcapital costs as reported 

- The remaining 80% of hospital-specificcapital costs 
- Hospital-specific direct medical education costs 
- All hospital-specific payments for transfers 
- All hospital-specific payment for outliers 
- All hospital-specific payments for physical rehabilitation (if included in above) 
- All hospital-specific payments for indirect medical education 
= Hospital-specific net base costfor statewide average 

TN No. MS-02-20 Approved n 

Supersedes TN No. MS-01-32 Effective 
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Methods and Standards for Establishing Payment Rates for Inpatient Hospital Care 

9. TrendingReimbursementRatesForward 

The base-year cost for the current rebasing is the hospital’s 2001 fiscal year end. A 
hospital’s assigned rate is the 2001 base-year rate thatis case-mix-adjustedfor each 
succeeding year. The only adjustments made to thisrate are for fraud, abuse, and material 
changes brought about by cost report reopenings done by Medicare or Medicaid. 

The rates have been trended forward using inflationindices of 2.8% for SFY 1998,0.0% 
for SFY 1999,2.0% forSFY 2000,3.0% forSFY 2001, (3.0%) for SFY 2002, and0.0% 
for SFY 2003. Rates of hospitals receiving reimbursement as critical access hospitals are 
not trended forward using inflation indices. 

10. Ceilings and Upper Limit Requirements 

Medicare and Medicaid principles of reimbursementrequire hospitals to be paid at the 
lower of customary charges or reasonable cost. This principle is not altered by the DRG 
reimbursement methodology. 

At the end of the cost reporting period, the aggregatecovered charges for the period are 
determined and compared to the aggregate payments made to the hospital under the DRG 
payment methodology (before any subtraction of third-party payments). If the aggregate 
covered charges are less than the aggregate payments made using theDRG rates, the 
amount by which paymentsexceed the covered charges is requested andcollected from the 
hospital. 

This adjustment isperformed each year at the endof the hospital’s fiscal year, and does not 
have any impact upon the DRG rates that have been calculated for the next year. There is 
no carryover of unreimbursed costs into future periods underthis DRG reimbursement 
methodology. 

In accordance with 42 CFR 447.271, as part of the final settlement process, the fiscal agent 
of the Department determines each hospital’s total inpatient customary charges for all 
patients and total days for all patients during the cost reporting period. This is converted to 
an aggregate customary charge per day. 

The fiscal agent then determines the total paymentsfor Medicaid as if this aggregate 
customary charge per day had been used. Final payment for the cost reporting period in 
question is made to each hospital at a per-day amount notto exceed its aggregate customary 
charge per day. This test is applied on a hospital by hospital basis. 

DEC 1 3 2002 
TN No. MS-02-20 Approved n 

Supersedes TN No. MS-01-32 Effective c k ~ ! . ~i ,a do 2 
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Methods and Standards for Establishing Payment for Inpatient Hospital Care 

11. Explanation of Iowa-Specific Relative Weights 

Diagnosis-related groupsare categories established by CMS anddistributed by 3M. The 
number of DRGs is determined by CMS, and is updated when needed. A DRG weight is a 
relative value associated withthe charge for treating aparticular diagnosis when compared 
to the cost of treating an average discharge.The recalculation of the Iowa-specific weights 
is called recalibrating. 

Iowa-specific weights have been calculated usingapplicable claims for the period of 
January 1,2000, through December3 1,2001, and paidthrough March 31,2002. The 
recalibrating includes all normalinlier claims, the estimated inlier portion of long-stay 
outliers, transfer cases where the payment is greater thanor equal to the full DRG payment, 
and the estimated inlier portion of cost-outlier cases. Short-stayoutliers and transfercases 
where the final paymentis less than the full DRG paymentare discarded fromthat group. 
This group is known as “trimmed claims.” 

a. 	 Iowa-specificweights are calculated from Medicaid chargedata using trimmed claims 
with discharge and admissiondates occurring from January1,2000, through 
December 31,200 1, and paid through March3 1,2002. 

One weightis determined for each DRGexcept for Medicaid-certifiedspecial units, 
as defined in Section 19. There are multiple weights for the DRGs affected bythose 
Medicaid-certified special units. The weight used for paymentcorresponds to the 
certification level of the specific hospital. Weights are determined as follows: 

1. 	 Determine the statewide geometric mean charge forall cases classified in each 
DRG. 

2. 	 Compute the statewide aggregate geometric mean chargefor each DRG by 
multiplying the statewide geometric mean charge for each DRGthe total 
number of cases classifiedin that DRG. 

3. 	 Sum the statewide aggregate geometric meancharges for all DRGs and divide 
by the total numberof cases for all DRGs todetermine the weighted average 
geometric mean charge for all DRGs. 

4. 	 Divide the statewide geometric mean charge for each DRGby the weighted 
average geometric mean charge for all DRGs toderive the Iowa-specific weight 
for each DRG. 

5. Normalize the weights so that the average case has a weight of one. 
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Methods and Standards for Establishing Payment for Inpatient Hospital Care 

12. 

13. 

b. 	 The hospital-specific case-mix index is computed by taking each hospital’s trimmed 
claims from the hospital’s 2001 specific cost reporting period; summing the assigned 
DRG weights associated with those claims; and dividing by the total numberof 
Medicaid trimmed claims associated with that specific hospital for that period. 

Calculation of Hospital-SpecificDRG Payment 

The final payment rate, as defined in Section 2, is used to determine the final payment 
made to a hospital. This final payment rate is multiplied by the weight associated with the 
patient’s assigned DRG. The product of the final payment rate times the DRG weight 
results in the dollar payment made to a hospital. 

Explanation of Additional or Reduced Payment to a Facility 

Additional payment is made for approved cases meeting or exceeding the Medicaidcriteria 
for day and cost outliers for each DRG. For claims with dates of services ending July 1 
1993, and after, 100% of outlier costs are paid to facilities at the time of remittance. 
Thresholds for the determination of these outliers are computed during the calculation of 
the Iowa-specificweights and rebasing. Reduced payments are incurred by a facility due to 
a patient’s unusually short length of stay (short-stayoutliers). 

Long-stay outliers are incurred when a patient’s stay exceeds the upper day-limitthreshold. 
This threshold is defined as the greater of 23 days of care or two standard deviations above 
the average statewide length of stay for a given DRG. Reimbursement for long-stay 
outliers is calculated at 60% of the average daily rate for the given DRGfor each approved 
day of stay beyond the upper day limit. Payment for long-stay outliers is made at 100% of 
the calculated amount and is made when the claim is originally filed for DRG payment. 

Short-stay outliers are incurred when a patient’s length of stay is greater than twostandard 
deviations below the average statewide length of stay for a given DRG, roundedto the next 
highest whole number of days. Payment for short-stay outliers is 200% of the average daily 
rate for each day the patient qualifies up to the full DRG payment. Short-stay outlier claims 
are subject to PRO review and payment denied for inappropriate admissions. 

Cases qualify as cost outliers when costs of service in a given case exceed the cost 
threshold. This cost threshold is determined to be the greater of two times the statewide 
average DRG payment for that case or the hospital’s individual DRG payment for that case 
plus $16,000. Costs are calculated using hospital-specific cost to charge ratios determined 
in the base-year cost reports. 

DEC 1 3 2002 
TN No. MS-02-20 Approved n n 

Supersedes TN No. MS-01-32 Effective 
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15. 	 Recalibration of Iowa-Specific Weights and Recalculation of Base Amounts and Capital 
Cost Add-ons 

Iowa-specificweights are calculated from Medicaidcharge data on discharge dates 
occurring from January 1,2000, through December31,2001 and paid through March31, 
2002. The DRG weights are recalibrated every three years, based upon the mostcomplete 
and current charge information. All hospital base amounts plus the capital cost add-ons are 
rebased everythree years, based upon the mostcurrent and complete cost reports available. 
Hospitals receiving reimbursement as critical access hospitals do not have base amounts 
rebased. 

16. Groupingsor Classification of Providers 

No special groupings or classifications of providersare established under this 
reimbursement methodology except state-ownedfacilities, as described in Section8, 
Calculation of Indirect Medical Education Rate. 

17. Exceptions or Exemptionsto the Rate-Setting Process 

Exceptions to therate-setting process will be made under thefollowing circumstances: 

a. New,ExpandedorTerminatedServices 

Hospitals may offer new orexpanded services or permanently terminate a service. 
This may include the purchase of capitalassets requiring certificate of need approval. 

Hospitals shall submit abudget orother financial and statistical information no later 
than 180 days before the effective date of the recalculation of the DRG rates. Budgets 
should be submitted following the completion of a project requiring the certificate of 
need or Section 1122 approval by the Iowa Department of Public Health according to 
rules at 641 Iowa Administrative Code, Chapters 201 and 202. 

These budgets and related information are subject to desk review andfield audit 
where deemed necessary. Upon completion ofthe audits, DRG rates may be adjusted 
as indicated. 

Failure of a hospital to submit the required informationtimely willresult in no rate 
increase associated with these assets or services when rebasing of base amounts and 
capital cost add-ons is performed. When the hospital files documentation in a timely 
manner, the newrate will be madeeffective at the time new rates are established. 

DEC 1'8 2002
TN No. MS-02-20 Approved 
Supersedes TN No. MS-01-32 Effective (' ).& j ,  a d @ /  
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Methods and Standards for Establishing Payment Ratesfor Inpatient Hospital Care 

24. Hospital-Based Physician Cost Component 

Medicaid reimbursement regulations require split billing of all hospital professional 
services. The professional component of all such bills must be billed on the HCFA-1500 
claim form. In accordance with 42 CFR 415.55 as amended to December 8, 1995, there are 
certain circumstances when Medicare will allowa facility with an approved teaching 
program to combine these components when billing for services. If a provider has been 
approved by Medicare to bill in this manner, IowaMedicaid also allows the provider to bill 
in this fashion. 

25. Recovery of Overpayments 

When it has been determined that an inpatient hospital provider has been overpaid, a notice 
of overpayment and requestfor refund is sent to the provider. The notice states that if the 
provider fails to submit a refund or an acceptableresponse to the notice within 30 days, the 
amount of the overpayment will be withheld from weekly paymentsto the provider. 

26. Fixed Rate 

New DRG rates are effective beginning October 1,2002. Effective July 1,2002, rates for 
hospital inpatient services will remain the same asthe rates in effect on June 30,2002. 

27. Rate Adjustments forHospital Mergers 

When one or morehospitals merge to form a distinctly different legal entity, the base rate 
plus the capital cost add-on are revised to reflectthis new entity. Financial information 
from the original cost reports and originalrate calculations is added together and averaged 
to form the new rate for that entity. 

28. Interim Paymentfor Long-Stay Patients 

Normal DRG reimbursement is made upon the patient’sdischarge from the hospital. If a 
patient has an extremely long stay, partial reimbursement to the hospital may be requested. 
A hospital can request an interim payment if the patient has been hospitalized 120 days and 
is expected to remainhospitalized for aminimum of an additional 60 days. Payment to the 
hospital is calculated at the same rate as normalDRG payments. 

DEC 1 3 2002
TN No. MS-02-20 Approved 

Supersedes TN No. MS-01-32 Effective 
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f. Distribution to Qualifying Hospitals for Indirect Medical Education 

Distribution of the amount in the fund forindirect medical education will be on a 
monthly basis. To determine the amount to be distributed to each qualifying hospital 
for indirect medical education, the following formula is used: 

1. 	 Multiply the total of all DRG weights for claims paid from July 1, 1999, through 
June 30, 2000, for each hospital reporting direct medical education costs that 
qualify for payment as medical education costs under the Medicare program in 
the hospital’s base yearcost report by each hospital’s indirect medical education 
rate to obtain a dollar value. 

2. 	 Sum the dollar values for each hospital, then divide each hospital’s dollar value 
by the total dollar value, resulting in a percentage. 

3. 	 Multiply each hospital’s percentage by the amount allocated for indirect medical 
education to determine the payment to each hospital. 

Effective for payments from the fund for July 2003, the state fiscal year used as the 
source of DRG weights will be updated to July 1,2002, through June 30,2003. 
Thereafter, the state fiscal year used as the source of DRG weights will be updatedby 
a three-year period effective for payments from the fund for July of every third year. 

g. QualifyingforDisproportionateShare 

Hospitals qualify for disproportionate share payments from the fund when the 
hospital’s low-income utilization rate exceeds 25 percent or when the hospital’s 
Medicaid inpatient utilization rate exceeds one standard deviation from the statewide 
average Medicaid utilization rate. Hospitals receiving reimbursement as critical 
access hospitals do not qualify for disproportionate share payments from the fund. 

For those hospitals that qualify for disproportionate share under both the low-income 
utilization rate definition and the Medicaid inpatient utilization rate definition, the 
disproportionate share percentage shall be the greater of 

+ 2% percent, or 

+ 	 The product of 2% percent multiplied by the number of standard deviations by 
which the hospital’s own Medicaid inpatient utilization rate exceeds the statewide 
mean Medicaid inpatient utilization rate for all hospitals. 

TN No. MS-02-20 ­approved.I 
 I \  

Supersedes TN No. Ms-01-32 Effective \ )1.1IJ.AA 1 1 2002 
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For those hospitals that qualify for disproportionateshare under the low-income 
utilization rate definition, but do not qualify under the Medicaid inpatient utilization 
rate definition, the disproportionateshare percentage shall be 2% percent. 

For those hospitals that qualify for disproportionateshare under the Medicaid inpatient 
utilization rate definition, but do not qualify under the low-income utilization rate 
definition, the disproportionate share percentage shall be the product of 2% percent 
multiplied by the number ofstandard deviations by which the hospital’s own Medicaid 
inpatient utilization rate exceeds the statewide mean Medicaid inpatient utilization rate 
for all hospitals. 

Informationcontained in the hospital’s available 2001 submitted Medicare cost report 
is used to determine the hospital’s low-incomeutilization rate and the hospital’s 
inpatient Medicaid utilization rate. 

Additionally, a qualifying hospital mustalso have at least two obstetricians who have 
staff privileges at the hospital and whohave agreed to provide obstetric services to 
Medicaid-eligiblepersons who are in need of obstetric services. In the case of a 
hospital located in a rural areaas defined in Section 1886 of the Social Security Act, 
the term “obstetrician”includes any physician withstaff privileges at the hospital to 
perform nonemergency obstetric procedures. 

Out-of-state hospitals serving Iowa Medicaidpatients qualify for disproportionate 
share payments from the fund based ontheir state Medicaid agency’scalculation of the 
Medicaid inpatient utilization rate. The disproportionateshare percentage is calculated 
using the number of standard deviations by which the hospital’s own state Medicaid 
inpatient utilization rate exceeds the hospital’s own statewide mean Medicaidinpatient 
utilization rate. 

Hospitals qualify for disproportionateshare payments fromthe fund without regard to 
the facility’s status as a teachingfacility or bed size. 

h. Allocation to Fund for Disproportionate Share 

The total amount of funding that is allocated to the graduate medical education and 
disproportionate share fund for disproportionateshare related to inpatient services for 
July 1,2000, through June 30,2001, is $6,978,925, adjusted by inflation or utilization 
increases, if applicable. 
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Methods and Standards for Establishing Payment Rates for Critical Access Hospitals 
Providing Inpatient Care 

A critical access hospital is a hospital that: 

+ 	 Meets Medicare guidelines established in 42 CFR Part 485, Subpart F, and state hospital 
licensure requirements established in 481 Iowa AdministrativeCode 51.52(135B) as a hospital 
that serves a rural or vulnerable population, and 

+ Is necessary to the economic health and wellbeing of the surroundingcommunity. 

Hospitals applying for critical access status are inspected, licensed, and certified as critical access 
hospitals, using Medicare criteria, by the Iowa Department of Inspections and Appeals. 

Critical access hospital providers are reimbursed prospectively on a diagnosis-related-groupbasis 
for inpatient care, pursuant to 441 Iowa Administrative Code 79.1(5), which defines a diagnosis­
related-group as a group of similar diagnoses combined based on patient age, procedure coding, 
comorbidity and complications. 

Retrospective adjustments will be made based oneach critical access hospital's annual cost 
reports submitted to the Department at the end of the hospital's fiscal year. The retroactive 
adjustment equals the amount by which thereasonable costs of providing covered services to 
eligible fee-for-service Medicaid recipients (excluding recipients in managed care), determined in 
accordance withMedicare cost principals, exceeds Medicaid fee-for-servicereimbursement 
received on the diagnosis-related-groupbasis. 

The diagnosis-related-groupbase rate for each critical access hospital willchange for the coming 
year based onpayments made to the critical access hospital for the previous year. The base rate 
upon which the diagnosis-related-grouppayment is built shall be changed after cost settlement to 
reflect, as accurately as is possible, the anticipated payment to the facility under Iowa Medicaid 
for the coming year using the most recentutilization as submitted to the fiscal agent. Once a 
hospital begins receiving reimbursementas a critical access hospital, diagnosis-related group 
payments are not subject to rebasing. 

T N  No. MS-02-20 Approved n A A 
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MEDICAID STATE PLAN Signoff Sheet 

rQ: MikeBaldwin, 
Medicaid State Plan Coordinator, 
Unit of Health Supports DATE: 

For the attached Medicaid State Plan amendment: 

The effective date is: July 1,2002 

Fiscal Impact: 
Federal 

FFY 2002(currentfederalfiscalyear) $ 0  

(next fiscalFFY 2003 federal year) $ 0  

State 
2002 (current state fiscalyear) $ 0  

SFY 2003 (next state fiscalyear) $ 0  
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Brief summary of Medicaid State Plan amendment (to be usedon the transmittal form): 
Updates payment ratechanges beginning July 1, 2002; Makechanges to the historical data and 
cost reporting timeperiods used for therebasing of base and capitalcosts and the recalibration o 
DRG weights for inpatienthospital reimbursement. Also,revisions are made to clarify the 
current requirementsof the PRO in reviewing outlier cases,plus an update is provided to a 
federal regulationcitation. 

This amendment is: 

0A federal mandate 0A legislative mandate aOptional (explain) Required in state 
administrative rules;Clean-up. 
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